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INTRODucrION
Thousands of firms have adopted shareholder rights plans, also known as poison pills.' These plans were initiated and promoted by some of Wall Street's best-known corporate law firms, and their models have been almost slavishly followed by other lawyers across the country.
From the beginning, rights plans were seen as the most powerful of takeover defenses. 2 The Delaware Chancery Court has apparently viewed them as preclusive deal killers that must be redeemed when
Fund and Institutional Shareholders Services, have been waged to persuade boards to redeem rights plans or make them less powerful.
5
Some have attributed the decline in the number of hostile takeovers to the widespread adoption of rights plans. 6 John Coates has recently provided trenchant criticism of these conclusions, as well as a critical reading of the event studies themselves. 7 Coates correctly observes that a poison pill is only as good as the surrounding takeover defenses-primarily those that assure that the adopting directors have sufficient tenure to make the rights plan stick-including a staggered board, protection against removal except for cause, and protections against board-packing by a hostile bidder.
We add the observation that a poison pill is only as good as the dilution of a bidder that it provides, and that many pills provide surprisingly little. To our knowledge, no one has systematically examined the operation of rights plans. We do so in this Article. We conclude that the typical poison pill will make many bidders nauseous, but that it will not be fatal in most cases. Under the most plausible scenario for a typical rights plan, it would add between 6% and 12% to the cost of an acquisition, which is well within typical reservation prices in hostile takeovers. We explore the reasons for this relatively modest effect, and explain why the present generation of mild pills has not been swallowed by aggressive bidders.
These plans were created by lawyers, not investment bankers. They are elaborate contracts that reflect the accumulated wisdom of experienced corporate lawyers about drafting in the area of convertible securities and options. Their complexity may explain why so little commentary has appeared about their workings. The event studies 5 For a summary of proxy fights see ISS Study, supra note 1, at 7-10 (Charts 2, 3). that have examined their impact are virtually devoid of any discussion of the details of their operation. It is possible that economists are deterred from this exercise by the legal complexity these plans present. We undertake what we believe to be the first close examination of the operation of rights plans. 8 Part I provides a brief explanation of the mechanics of the typical rights plan. We focus primarily on the "flip-in" feature of rights plans, which is designed to prevent a bidder from gaining either a significant toe-hold or actual control of a target. 9 In Part II, we examine the impact of the typical rights plan on a bidder's costs. Our examination reveals that typical rights plans are less effective than conventional wisdom suggests at deterring hostile bidders, because the dilution that the bidder suffers has been examined in a static model that ends with the dilution of the bidder's initial investment. A dynamic model, in which the bidder completes the acquisition of the target after suffering dilution, produces quite a different impression. First, the ability of a rights plan to add to a bidder's costs, and thus to the amounts received by target shareholders, is limited to the amount spent by the bidder in reaching the triggering ownership level-typically 15% of the target's stock.1 0 The obvious intuition is that even total dilution of a bidder holding 15% cannot add more than 15% to the cost of a takeover-which means that a conventional rights plan cannot raise the cost of an undervalued target to an acceptably fair price in many cases. Second, the mechanics of the typical rights plan mean that the bidder will lose only a fraction, rather than all, of that initial investment.
In Part III, we explore some variations on the conventional rights plan that are designed to ameliorate these problems. While these variations can increase the amount of dilution somewhat, they are limited in effect. These exercises lead to a final conclusion: a poison pill has all the power of a tablet with a four-hour duration, taken once. 8 Authors of rights plans have provided limited examples of their operation, but always in a static rather than a dynamic model. We discuss their calculations briefly. They are consistent with our own first-stage calculations.
9 The "flip-over" feature of rights plans discussed in Part II.B.7, in which rights become exercisable in a bidder's stock after a merger or similar event, provides no additional dilution; it is simply an anti-destruction provision that assures the dilutive effect of rights will continue even if a target corporation disappears in a merger.
10 As we will point out, the bidder's loss is limited to the value of its percentage ownership in the target; thus, if the market value of the target's shares increases, the bidder's losses from dilution may exceed the cost of its original investment, but the percentage of the total value of the target lost from dilution will not change. See discussion infra Part III.
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Once the pill's effectiveness ends, the illness is free to resume its course.
In Part IV, we address the obvious objection to our analysis-if the poison pill is so weak, why hasn't any bidder swallowed one in a hostile takeover? We show first that the widespread adoption of poison pills has not diminished acquisition activity, including acquisitions of pill-equipped targets. The move away from hostile tender offers is better explained by a variety of changes in the market, as well as by the use of proxy fights, stock mergers (favored in current Delaware law), and management compensation as substitutes for hostile tender offers.
I. THE OPERATION OF A RIGHTS PLAN
Rights are issued as pro rata distributions to all common stockholders. I I The right is typically the right to purchase one unit of a new series of preferred stock. 1 2 The preferred stock unit has rights that are essentially equivalent to those of the common stock, with minor distinctions. 13 These rights are exercisable at the projected "long term value" of the common stock-the price the stock is predicted to reach at the end of the ten-year life of the rights-a price typically three to five times higher than the current market price of the common stock. 14 To reach these valuations, financial advisers to the adopting company's board are required to make heroic assumptions 11 The date of the declaration of the dividend of rights is generally called the "Record Date" or the "Rights Dividend Declaration Date."
12 While there are no legal barriers to using whole shares of preferred stock, many companies lack sufficient authorized but unissued shares to accomplish this, and thus use fractions of a share.
13 Each unit has the same dividend and liquidation rights as the common, with the theoretical difference that the preferred's rights to payment are "prior" to those of the common, to satisfy what are thought to be legal requirements of a priority of some kind.
14 See, e.g., MARTIN rights plans adopted in 1998 showed median exercise prices were 5.1 times the price of the common stock at the time of the announcement, but only 3.5 times the high stock price for the twelve months preceding adoption of the rights plan, suggesting that declining stock prices may be a primary motivating factor in the adoption of rights plans. HOULIHAN about growth rates for company profits-typically in excess of 17% per year, compounded for the ten-year life of the rights plan.
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These rights are initially "stapled" to the common stock, in the sense that they can only be transferred with the common stock, and are not immediately exercisable on issue. 16 The rights separate from the common stock certificates and rights certificates are issued and become transferable apart from the common stock on a "Distribution Date." This occurs when a bidder appears, either by making a tender offer for a significant block of target shares-typically 30%17-or by becoming an "Acquiring Person" by acquiring a somewhat smaller block-typically 15%-on the "Acquisition Date."' 18 This makes it more difficult for a bidder to make a tender offer for a package that includes both the common stock and the rights because those who hold rights certificates are no longer necessarily identical with the shareholders. Prior to the Acquisition Date, the rights are redeemable for a nominal amount. 1 9
The board's power to redeem the rights for a nominal amount generally terminates on the Acquisition Date. 20 This prevents a bidder that has taken a substantial position from waging a proxy fight to replace the board with new members, who will redeem the rights using the bidder's newly acquired shares to win the contest. 15 The implied annual growth rate for earnings required to achieve these valuations was 17.7%. HOULIHAN LoKEv HOWARD & ZUKIN, supra note 14, at 4.
16 By the terms of the rights agreement, the rights are initially represented by the common stock certificates, which contain a notation to this effect.
17 In some plans, the rights separate ten days after the date of first announcement that the bidder either acquires the triggering amount of shares or announces a tender offer that would result in such ownership. Wachtell, Lipton, Rosen & Katz, supra note 14, at 62.
18 A survey of rights plans adopted in 1998 found thresholds ranging from 10% has not yet reached the triggering amount from waging such a proxy fight, however, as AT&T did in its fight for control of NCR, and as Farley Industries did in its successful attempt to take over West Point-Pepperell, a fabric manufacturer. See CARNEv, supra note 4, at 253. This threat was the inspiration for the "dead hand" pill, which attempted to protect the tenure of incumbent directors who were not otherwise protected by provisions for a staggered board, re- More importantly, at the Acquisition Date, the rights are no longer exercisable to acquire a preferred stock unit at an unrealistic price-it was never contemplated that the preferred stock rights would be exercised on their original terms.
2 2 In the event the bidder acquires a specified substantial block and becomes an "Acquiring Person," the rights "flip in" and become exercisable for the target's common stock (the "flip-in") at a discount, typically 50% of current market value. 23 The exercise price for the preferred becomes the exercise price for multiple shares of common stock. Thus, if the exercise price was $100 per unit of preferred, the holder right now has the right to purchase common stock with a market value (pre-Acquisition Date) of $200 for $100.24 The key to the operation of this plan is discrimination against the bidder-rights are void in the bidder's hands. 22 The Internal Revenue Service has concluded that the probability of exercise of these rights is so remote that the distribution of the rights as a dividend does not constitute the distribution of stock or property to shareholders, and thus has no tax consequences. Shareholders do not realize any taxable income on the receipt of rights. Rev. Rul. 90-11, 1990-1 C.B. 10, 11.
23 Thus the holder of a right would obtain the right to purchase $200 worth of target common stock at an exercise price of $100. See LIPTON & STEINBERGER, supra note 14, at 6-62; Wachtell, Lipton, Rosen & Katz, supra note 14, at 62.
24 Because companies may lack sufficient authorized but unissued shares of common stock to honor the rights, some plans now provide for a flip-in to be exercisable in "common stock equivalents," which are generally preferred share units with terms comparable to common stock. See, e.g., BRYAN, supra note 1, § 3-2 (describing the rights agreement of Bowen Companies, Inc.). The number of preferred units is increased, so the exercise obtains for the rights-holder a number of units equal to the number of shares of common stock that two times the exercise price could acquire. Because "blank check" preferred shares can be divided by the board into as many units as the board determines, and because these preferred units are the economic equivalent of the common stock, there is no limit to the number of shares that can be issued on exercise of the rights. See GILSON & BLACK, supra note 2, at 75-76 ( §11 (a) of the Rights Plan). Another solution provided by many rights plans is to allow the board to exchange the rights for one share of common stock. This avoids forcing shareholders to pay cash to exercise the rights. The difficulty, as we will show, is that the smaller number of dilutive shares issued reduces the dilution of the bidder's investment. See infra Table 5 . Finally, many rights plans provide that in the event the issuer lacks sufficient shares to honor all the rights, it will be obligated to pay rightsholders "damages"-the difference between the value of what they actually receive on exercise and the value of that to which they were entitled. To avoid insolvency issues, these obligations are generally conditioned on the availability of sufficient cash, and create a continuing obligation to pay cash as it becomes legally available for payment.
These rights have an important anti-destruction provision-a merger of the target into the bidder does not destroy the rights. Instead they "flip over" to become exercisable in the bidder's common stock, on the same bargain basis as the flip-in rights-a 50% discount, using the same exercise price. Thus, the dilution of the bidder's shareholders is identical, whether the flip-in or flip-over rights are triggered. 25 
II. THE IMPACT OF A RIGHTS PLAN
A. Introductory Problems
We now examine how a rights plan would operate if triggered. We begin with a simple observation: a rights plan can only dilute the investment that a bidder has already made when it crosses the threshold that triggers the rights. If the threshold is 15%, that is the most that can be taken from a bidder through dilution, hardly enough to deter a determined bidder prepared to pay a premium for a target it perceives to be undervalued. Because most rights plans only provide a 50% discount from market price, they will not appropriate all of the bidder's initial investment.
One of the difficulties in examining the operation of rights plans is that none have operated. In the 1980s, Sir James Goldsmith acquired a sufficient amount of the stock of Crown Zellerbach Corporation to make its flip-over rights non-redeemable, but did not engage in a self-dealing event, such as a takeout merger, that allowed exercise of the flip-over rights. 26 No flip-in plan has ever been deliberately triggered, 2 7 although the authors experienced a close call in one case, and there have been a few other apparently inadvertent triggering events.
28 Several uncertainties present themselves in assessing the im- pact of a rights plan. If the rights plan flips in, will rights-holders exercise immediately or will they wait until immediately before expiration, as rational holders of conventional options would do? While shares should be valued on a fully diluted basis in efficient markets, uncertainty about the target's receipt of cash and its investment or disposition by the target could influence the market value of its stock after the flip-in, and thus the cost of acquisition. We discuss this issue in Parts II.B.2 and II.B.6.
Because of the lack of operational experience, several other questions cannot be answered definitively. What will a target do with proceeds received from the exercise of the rights? If rights are exercised, the target will receive cash representing a multiple of the aggregate market value of its current equity, and will be unlikely to have any massive positive net present value projects in which to invest. In essence, it will probably hold cash or equivalents. If the proceeds are simply held by the target, the bidder can recapture them upon obtaining 100% control. If they are distributed to other shareholders in a discriminatory manner, the bidder's dilution losses are increased. We explore this in Part II.B.6. Similarly, what if rights are not exercised immediately, but are only exercised after the bidder has increased its ownership beyond the minimum amount required to trigger the rights? The obvious answer is that the bidder has a larger investment subject to dilution, and thus larger losses. This is also explored in Part II.B.6.
B. Calculating Bidder Dilution
We begin our discussion of bidder dilution with a caution: it is only half the picture. Too often analysis stops with an observation that a hostile bidder's initial investment will be massively diluted by crossing the threshold that permits exercise of the flip-in rights. While this is true, it gives an incomplete picture of the costs imposed by a rights 
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plan on a determined bidder; it is a static rather than a dynamic analysis. As we noted earlier, the typical rights plan's flip-in rights are triggered by a 15% acquisition. If a bidder's initial investment is totally destroyed by the exercise of the rights, the rights plan has added only 15% to the bidder's costs of a total acquisition. Dilution is never 100% because the bidder remains the owner of some diminished percentage of the outstanding shares, so the bidder's actual losses (added costs) will be somewhat less. 29 We begin our analysis by examining the operation of a typical preferred stock rights plan, with flip-in rights triggered at the 15% level, and with the rights exercisable at a 50% discount from market price. We assume that rights have been issued at an exercise price four times the current (pre-bid) market price of the common stock. We further assume immediate exercise of the rights, and receipt of the proceeds by the target. We will then show that triggering flip-in rights at the minimum ownership level is a dominant strategy, because triggering with the bidder owning larger amounts always puts more of the bidder's investment at risk-at least until unrealistically high levels of ownership are attained. 29 It is impossible for a rights plan to destroy the bidder's entire investment because whatever the percentage, the bidder retains some shares in the target.
30 This is a simplifying assumption; it is likely that the bidder's average cost per share for the first 15% will be less than $15 per share. The differences in results are modest, however. See infra Part II.B.4.
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The Operation of a Flip-In Rights Plan
We now assume that a bidder acquires the minimum amount of shares necessary to trigger the rights, so that shares now trade on a fully diluted basis. Because the bidder receives no rights and suffers dilution, its percentage ownership is severely diluted, from 15% to 2.7%. But, unlike prior examples, we assume that the bidder is determined, and that it then proceeds to acquire the remaining public shares at the takeover premium of 50% over the pre-bid value of the target. Table 2 shows the bidder's costs of a complete acquisition using these assumptions: If we assume that the proceeds from exercising the rights have been retained intact by the target, once the bidder has gained control it can capture the $34,000,000 proceeds. This leaves a net cost of $15,921,688. The dilution loss, $921,688, represents 41% of the bidder's initial investment. 31 Put another and more dynamic way, it represents 9.2% of the target's pre-bid value, or 6.1% of the bidder's original estimate of the cost of an acquisition, absent the rights plan. Premiums of this general magnitude are supported by studies of the 31 If the target immediately dividended the proceeds, before the bidder completed the acquisition, the bidder would receive a small portion (2.71%) of the $34,000,000 dividend. This would amount to $921,400, virtually eliminating the dilution of the bidder's investment (but not ownership percentage) previously suffered. See discussion infra Part II.B.6.
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premiums added to the cost of acquisitions by the presence of rights plans.
3 2
The expected cost of a rights plan to a bidder is the bidder's cost per share times the number of shares held by the bidder, minus the post-issue (fully diluted) market value of the target's shares held by the bidder, which is a function of the market value of the entire company divided by the post-issue number of target shares. This can be expressed as equation (1):
where L = bidder's loss through dilution; c = bidder's average pretrigger cost per share; m = pre-trigger market price; a = bidder's share ownership at the time flip-in rights are triggered; x = shares outstanding before dilutive issuance; d = number of shares issued in dilutive distribution; p = proceeds from exercise of rights (x-a)e; and e = exercise price of rights.
Equation (1) expresses the obvious truth that the bidder's loss can be no more than the bidder's investment in the target (ma) at the time the rights become exercisable, ameliorated by the new value received upon exercise of the rights (p), and limited by the fact that the 32 According to a study of premiums obtained between 1992 and 1996, the presence of a rights plan increased premiums by almost 8% of finn value. Table 3 (demonstrating how increasing the number of shares issued can increase bidder dilution).
[VOL. 79: 1 bidder will retain some percentage ownership in the firm absent issuance of an infinite number of new shares at a zero-exercise price.
The Effect on Other Shareholders
We pause here to discuss the incentives of rights holders to exercise. We can only speculate about the probabilities of immediate exercise of these rights, but we believe the probability is high. Typical stock options have an exercise price at or above the current market value of the stock when issued, and thus there is typically no incentive to exercise immediately, because the stock can be obtained in the market at a lower price at the time of option issuance. Further, rational holders will not exercise until the end of the option period, when they can determine whether exercise remains beneficial.
In contrast, there is no good economic reason for shareholders to delay the exercise of rights once triggered. Unlike conventional options, preferred stock poison pill rights are not rights to purchase a specified number of shares at a specified price. Virtually all of the preferred stock plans employ a formula for the flip-in rights: whatever the exercise price, it is the right to buy shares with a market value double the exercise price at the date the rights become exercisable in the target's common stock. 33 If the exercise price is $40, the market value of shares to be purchased is $80 as determined on date of exercisability. Thus, in contrast to conventional options, it is the number of shares, rather than the profit from exercise, that will vary with the price of the underlying common stock.
Because shareholders (other than the bidder) can gain immediately from the exercise of the flip-in rights, regardless of the stock's current price, and because the size of the profit on exercise will be 33 LIPTON & STEINBERGER, supra note 14, at H-23 (reprinting § 11 (a)(ii) of the Rights Agreement). The 1999 rights plan of Mellon Bank contains the following language concerning the flip-in from the right to purchase a unit of preferred stock to the right to purchase common stock:
3.1 Flip-in. (a) In the event that prior to the Expiration Time a Flip-in Date shall occur, except as provided in this Section 3.1, each Right shall constitute the right to purchase from the Company, upon exercise thereof in accordance with the terms hereof (but subject to Section 5.10), that number of shares of Common Stock having an aggregate Market Price on the Stock Acquisition Date equal to twice the Exercise Price for an amount of cash equal to the Exercise Price (such right to be appropriately adjusted in order to protect the interests of the holders of Rights generally in the event that on or after such Stock Acquisition Date an event of a type analogous to any of the events described in Section 2.4(a) or (b) shall have occurred with respect to the Common Stock).
BRYAN, supra note 1, § 3-27.
constant, we assume immediate exercise in the examples below. This is particularly likely in the context of a hostile takeover battle, where arbitrageurs will want to be able either to tender shares to the bidder 3 4 or dispose of their shares (including those subject to flip-in rights) as soon as possible after a bid fails. This is a risk-free arbitrage opportunity, which should assure that a high percentage of rights are promptly exercised. On the other hand, individual shareholders may not be so quick to exercise flip-in rights because of transaction costs in raising funds to exercise, a reluctance (even short-term) to put so many eggs in one basket, or simple inertia. 3 5 Nevertheless, the dilutive effects remain similar regardless of the time of exercise.
Simply put, the profits from exercise are the pro rata share of the bidder's dilution losses, assuming all holders exercise. Thus, if the bidder's losses are $921,688, this sum is divided among the 850,000 remaining shares to produce a gain from exercise of $1.084 per share. This can be expressed as equation (2):
In our example in Table 2 , the $40 exercise price produces 5.33 shares per right, at a cost of $7.50 per share. On a fully diluted basis, the post-exercise shares are worth $8.855422. The gains from exercise are $8.855422 -$7.50 x 5.33 = $7.22, minus the loss on the original $15.00 share held, which is $6.144578. Thus, the net gain is $7.22 -$6.144578 = $1.084339. While this gain is not huge, the alternative for a shareholder who chooses to hold his rights and not exercise is a loss of $6.144578 per share, so the difference between exercising and not exercising is $7.2289-enough to make this an offer a shareholder cannot refuse. The shareholder who chooses not to exercise will be able to sell her rights for a price close to $7.22, and avoid a commitment to invest more in the company.
The Impact on the Percentage of the Bid Premium
Our discussion thus far has not considered the reduction in the magnitude of the bid premium as a percentage of the target's fully diluted stock price. If, using the example in Table 2 , the proceeds from the exercise of the rights are $34,000,000, the total value of the target, excluding the takeover premium, will be approximately 34 Because the rights will not be exercisable by the bidder, the arbitrageurs can be expected to exercise and then tender all of the shares they own.
35 Because the rights are transferable after the Distribution Date, reluctant shareholders should be able to sell these rights in the market. lion for the entire company, the premium is now only approximately 11.3% of target value witliout a control premium. Whether this dramatic percentage reduction in the bid premium is sufficient to defeat a bid depends on whether the bidder can convince the remaining shareholders that the premium for the target's core business assets is still 50% over the pre-bid market price of the target, and that no premium will ever be paid for that portion of the target represented by the proceeds from exercise. In short, the cash received is worth just what it is (at best), and target management cannot be expected to use such huge amounts in positive net present value projects.
The Impact of a Creeping Tender Offer
We now introduce a second complication. We relax our assumption of a single price for the target's shares throughout a takeover. We have thus far assumed that the bidder paid the full takeover premium for all shares acquired, which maximizes the bidder's investment available for dilution. In most cases, the bidder will quietly acquire shares in the market in a "creeping tender offer," at a price the bidder hopes will not be influenced by any signal of an impending takeover. We assume, for purposes of our example, that the bidder is able to acquire 10% of the target's shares at a price uninfluenced by the signal, and that at this point the bidder files its Schedule 13D revealing its intent to take control, so that additional purchases will reflect the full takeover premium. 36 The effect of this is to reduce the bidder's initial investment below the amount stated in equations (1) and (2) and in Table 1 , in our examples by $500,000. This weakens the dilutive power of a rights plan. 
Bidders' Dominant Strategies
Courts and commentators have mentioned the possibility that a rights plan could be defeated through a tender offer for a high minimum number of shares and rights, so that fewer rights would remain 36 We ignore for our calculations the inhibiting effect of section 16(b) of the Securities Exchange Act, 15 U.S.C.A. § 78p(a)-(b) (West 1997 & Supp. 2003 , providing that if a holder of more than 10% of a class of equity security engages in purchases and sales within six months, any profits inure to the target.
37 Reducing the bidder's investment by $500,000 would reduce the bidder's dilution losses to $421,686.85, or 4.2% of the pre-bid market value of the target. The bidder's loss on its initial 100,000 shares is $1.144579 per share ($114,457.90), while its loss on the remaining 50,000 shares is $6.144579 per share ($307,228.95).
2003]
outstanding to create dilution. 38 At the same time, the bidder's investment that is subject to dilution is much larger, and it is this effect that dominates over a very broad range. Table 3 demonstrates this effect at very high levels of ownership-levels that are unrealistic goals for a hostile tender offer. In all other respects the assumptions of Table 1 continue to apply. In absolute dollar losses through dilution, the bidder would have to acquire 98% of all target shares in order to reduce dilution losses below those imposed by simply acquiring the minimum amount of 15% required to trigger the rights. The first lesson for bidders, then, is to minimize the investment made to trigger the rights. Courts that have viewed a high minimum ownership condition for a tender offer as a way around the rights have simply failed to do any calculations. [VOL-79:1
Variations
Here we relax two assumptions in the model presented above that could affect our results. One involves issuer repurchases of shares with the proceeds of the exercise of rights so the bidder cannot recapture all of the proceeds. The second involves the development of a trading market in rights certificates so the bidder cannot effectively tender for shares with rights attached.
There is no reason to expect the target to have any positive net present value projects in which to invest the proceeds of the exercise of rights when received. The proceeds will be several times the current equity of the firm, because the exercise price has been set at a multiple of the value of the common stock at the record date. Any funds received can, in all likelihood, only be invested by the target in negative net present value projects. A prompt distribution to shareholders during a takeover seems more likely. Such a distribution would probably be discriminatory, excluding the bidder, in the form of a self-tender or market repurchases intended to drive the market price above the bid price. 40 Nevertheless, our previous calculations assumed that the proceeds added to the value of the target on a dollar-for-dollar basis. Distributions to shareholders, if made in the form of a Unocaltype selective stock repurchase, 41 would increase the bidder's dilution losses by the bidder's pro rata share of the repurchase expenditure, post dilution, which, in the example given in Table 2 , is 2.7%. Thus, if $20,000,000 were spent on stock repurchases, this would add another $542,168 to the bidder's cost of acquisition and dilution losses, as shown in Table 2 . Total losses would then rise to $1,463,856, representing 14.6% of the target's pre-bid value, or 9.7% of the bidder's estimate of the cost of acquisition absent a rights plan. If, in the most extreme case, the target employed the entire $34,000,000 proceeds to repurchase shares, the bidder's losses in excess of Table 2 percentage of the bidder's original $2.25 million investment (81.7%), this added cost is unlikely to be prohibitive in many acquisitions.
The second variation is more problematic for bidders. Our previous examples have assumed immediate exercise of the rights. But shareholders might not exercise immediately, even to obtain the certain wealth transfer achievable with exercise. Thus, the bidder's acquisition of the amount required to trigger exercise, 15% in our example, might not result in the prompt issuance of the additional shares shown in Table 2 . If the bidder wishes to acquire control of the target by owning 50% plus one share, in the face of non-exercise of the rights, the amount the bidder places at risk of dilution increases, similar to the manner shown in Table 3 , but with a larger number of rights subject to dilutive exercise.
If a bidder acquired shares in excess of the triggering amount, say enough to gain control (50% plus 1), dilution would increase. Equation (1) would be applied so that a would represent the amount held by the bidder at the time rights were exercised, rather than at the time they were triggered. If the bidder acquired 50% of the outstanding shares, the equation would read as follows: While this would wipe out most of the $5 million premium the bidder was prepared to pay, it seems unrealistic, because the bidder would decline to accept tendered shares unless accompanied by the rights, except at a discount representing their fully diluted value. One alternative for the bidder, once having acquired the triggering amount, is to acquire rights in the market for $7.2289 and offer the fully diluted value of the shares, $8.855421 for a total per share of $16.084321. If the bidder acquires one right for each share acquired, the total cost of acquiring the remaining 85% of the shares is increased by $921,672 ($1.084 x 850,000). Except for a $16 rounding error, this is the same cost as shown in Table 2 . To the extent the bidder cannot match rights with shares, expected costs to the bidder rise.
7. Post-Script: The Flip-Over Feature Thus far we have focused exclusively on the impact of a rights plan on the first stage in a hostile takeover-the acquisition of a controlling interest but less than all of the shares of the target. The second stage-the "takeout merger"-is restricted by the "flip-over" feature of rights plans. This feature makes unexercised rights exercis-able in the bidder's stock on the same bargain basis as the flip-in rights previously provided, and thus protects them from destruction through a merger or other business combination if the target disappears. Rights plans provide a fixed profit for the rights holder upon exercise. The analysis does not change in the event of a merger in which the rights flip over. Using our example in Table 1 , the rights simply become exercisable for $80 worth of bidder stock rather than target stock.
III. CAN RIGHTS PLANs BE MADE MoRE EFFECTIVE?
We now explore possible alterations in preferred stock rights plans designed to give them more dilutive power. These changes have been employed in a number of rights plans, but again, no formal analysis has yet been offered. While some of these changes are marketed as making rights plans more powerful, all are limited by the size of the bidder's initial investment.
A. Reducing the Exercise Price
In this section, we show that dilution of the bidder can be doubled simply by reducing the exercise price from the conventional 50% of market value to zero. While a zero exercise price, equivalent to a discriminatory dividend, may create problems from a legal capital perspective, it demonstrates the limits of the typical rights plan. Because of the difficulties with a zero exercise price (in effect a discriminatory stock dividend), we show the impact on dilution of various exercise prices greater than zero. If the exercise price were zero, equation (1) would be modified by eliminating p, as follows: Table 4 shows increasing levels of dilution as the exercise price declines. It also demonstrates that even zero price plans have only a modest impact on the power of a rights plan to deter bidders. Thus, in our minimum acquisition example, the bidder's losses through dilution are doubled as a percentage of the initial investment if the rights are exercisable at a 100% discount, compared to the dominant model. 43 This represents approximately 18% of the pre-bid value of the target-hardly an insuperable barrier to typical bids, where premia have averaged 50% or more in hostile bids. 44 While free shares are obviously the strongest deterrent, such large distributions would likely be treated as stock dividends, which would pose several legal problems. First, such a dividend would be discriminatory, and while there is precedent for discriminatory treatment of bidders, 4 5 each variation creates new uncertainties. 4 6 Second, in many jurisdictions, a stock dividend would require assignment of surplus, 
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The conclusion must be that rights exercisable at 50% of market value remove much of the power of a rights plan. The lower the exercise price, the greater the power of the rights plan. But rights plans with little or no exercise price are not generally observed. Even if they were, they could not take more than the bidder has invested.
B. Varying the Number of Shares Issuable Per Right
In this section we ask what happens if more or fewer shares are issuable per right. Typically this effect can be obtained by increasing the original exercise price as a percentage of the market value of target shares. We have calculated this plan's effects on a bidder's dilution at various levels, beginning with one share per right. This calculation has relevance because many rights plans permit the target (in the absence of sufficient authorized but unissued shares to fully honor the rights) to exchange the rights for one share per right. If, for example, rights are honored by the issuance of a single share per right for no consideration, the bidder's dilution loss is $1,033,784, or 46% of its $2,250,000 investment. Table 5 shows the bidder's losses through dilution at various levels of share issuance to the holders of the remaining 850,000 shares, assuming a purchase at 50% of market value. These calculations should be compared with the effective rate shown in previous examples, which was 5.333 shares per right, given the assumptions about market prices. All other assumptions remain unchanged from those used in Table 1 . 47 To the extent that shares are distributed to shareholders without consideration, this will be treated as a dividend, payable in many jurisdictions only from surplus. See Rights plans typically have a ten-year life, and many are not amended or updated during that term. But if the target's stock price rises during this period, it can seriously diminish the dilutive impact of the rights. The typical plan permits exercise at a price that is three to five times the current market price of the target's shares at the time of adoption. But if the market price of the target's shares doubles during the life of the rights, the exercise price may drop to two-times the current market value of the target's shares or less. Thus, using the numbers in Table 5 , if the market price rises from $10 to $20, an exercise at $40 produces four shares of common stock rather than the original eight, and significantly less dilution. Further, the bidder's dilution declines as a percentage of the total value of the target.
C. Raising the Flip-In Threshold
The increments to a bidder's cost added by a rights plan appear quite modest in our examples. Our polar examples, however, may have failed to capture some increases in these costs that are possible. What happens if the flip-in rights become exercisable at points in between 15% and 90% ownership? Table 3 contains some interim positions-flip-in rights set at thresholds of 20-50%-that demonstrate that meaningful dilution can be obtained by raising the threshold for the exercise of these rights.
The difficulty with a higher threshold for the exercise of flip-in rights is that it allows bidders to obtain a more substantial ownership position without fear of dilution. This can block a future negotiated transaction with a third party, as well as form a strong base for proxy fights.
One possible solution to this problem is to set the ownership level at one level for the separation of the rights from the common stock and the termination of the board's power to redeem, and at another level for triggering flip-in rights. Thus, rights could separate at the 15% level, and become exercisable in common stock at the 40% or [VOL. 79:1 50% level. 48 A bidder would hesitate to move past the first threshold because the board's power to redeem the rights would terminate, and the bidder would be unable either to negotiate a friendly transaction or effect a change in the board that would allow redemption of the rights. There are several legal problems with this strategy that would preclude its effective use in some jurisdictions. If a hostile bidder moves through the first threshold, thus making the rights non-redeemable, the board may be locked into a position where it cannot redeem the rights or effectively negotiate with certain other bidders for the balance of the ten-year life of the rights plan. This was the essence of the rights plan of NL Industries (NLI) that was successfully challenged by Harold Simmons under New Jersey law. 49 Recent Delaware decisions concerning "dead hand" and "slow hand" rights plans that limit or preclude boards from redeeming rights also raise troubling questions about the viability of this strategy to the extent that it prevents a board from redeeming rights. 50 
D. Common Stock Rights Plans
As Table 5 demonstrated, if the exercise price is fixed in advance, increases in market value of shares will erode the number of dilutive shares that can be issued. In order to cure this problem, one could abandon the conventional preferred stock rights plan as unduly complex and as contributing nothing to the dilutive effect of rights, and simply issue rights to purchase common stock. To ensure continuing dilutive power, in the following example we simply specify the number of common shares per right that can be purchased, and specify a percentage discount from the market price of the shares as the exercise price. We eliminate the unnecessary step of having rights first exercis- 48 See, e.g., Charles M. Yablon, Poison Pills and Litigation Uncertainty, 1989 DUKE L.J. 54, 60 n.26 (describing rights plan of Federated Department Stores, which provides that rights separate when an Acquiring Person owns 20%, and the flip-in becomes exercisable when the Acquiring Person acquires 50% or more of Federated's stock).
49 Amalgamated Sugar Co., 644 F. Supp. at 1232, 1238. Here, the rights separated and became non-redeemable at the 20% level and exercisable at the 21% level. The court condemned this structure: "In structuring the rights plan, the board of directors, advisedly or otherwise, abdicated future control or responsibility with respect to tender offers by simply making them impossible." Id. at 1239.
50 See Quickturn Design Sys., Inc. v. Shapiro, 721 A.2d 1281, 1291 (Del. 1998) (rejecting a "slow hand" rights plan that precluded redemption by a newly elected board for six months on the ground that Delaware law did not permit limitations on directors' power except in the charter); see also Carmody v. Toll Bros., Inc., 723 A.2d 1180-(Del. Ch. 1998) (invalidating a "dead hand" rights plan that completely precluded a newly elected board from redeeming the rights on similar grounds). able in preferred stock and simply provide the right to purchase common stock.
For purposes of our illustration we use ten shares of common stock per right. Additionally, we use an exercise price of 20% of market value. In our calculations below we use a market price of $15.00 when the rights become exercisable, which leads to an exercise price of $3.00 per share, for proceeds of $30.51
To be absolutely certain that no bidder seeks to reduce the impact of dilution by acquiring virtually all shares, we employ a formula that increases the number of shares to be purchased (N) as the bidder acquires greater amounts of the target stock. This is shown in equation (4):
N=rx
x-a
Where r = the number of target shares for which a right is initially exercisable.
This formula increases the total dilution the bidder suffers in the unlikely event of a maximum purchase (increases in dilution over the preferred stock plan are modest for minimum acquisitions at lower percentages). For example, if the rights are initially exercisable to purchase 10 shares, once the bidder owns 15% of the target's shares, the plan would provide that each right is exercisable for: R = 10( 1,000,000 )= 11.764 shares per right
1,000,000-150,000
Use of this formula has the effect of increasing the number of shares that can be purchased by the remaining public shareholders as the bidder's ownership increases. This formula holds the number of shares to be issued for the rights constant regardless of the bidder's percentage of ownership. Because, in our example, the rights would be based on the issuance of ten times as many shares as are currently outstanding, exercise of the rights would always put the bidder back below 10% on a fully diluted basis. In our example, the rights would always be exercisable for 10,000,000 shares, regardless of the number of rights outstanding in the hands of the public shareholders. This can be demonstrated by assuming acquisition of 95% of all shares by the bidder: 51 The rights exercise price would be set once the rights are exercisable, and the target would announce the exercise price when the rights separate and rights certificates are issued.
[VOL-79:1 R = 10( 1,000,000 )= 200 shares per right 1,000,000-950,000
With 11,000,000 fully diluted shares outstanding, the bidder's ownership is reduced to 8.6%. In effect, the bidder would have to restart its acquisition effort virtually from the beginning. Because this is well below the triggering threshold of most rights plans, it would be possible for a target to adopt a second rights plan, although we caution in Part IV.D about the legal difficulties that attempts to adopt a second rights plan might encounter.
IV. WHY HAVE RIGHTS PLANS SURVIVED UNSCATHED?
We recognize that this is an "emperor has no clothes" story. No bidder, no matter how determined, has challenged a rights plan by simply going ahead with an acquisition, acquiring the triggering amount of shares, and "swallowing" the pill. If our analysis is correct, how can determined bidders have ignored the relatively modest costs of a rights plan? We argue that the widespread employment of poison pills did not reduce acquisition activity, but merely directed bidders to employ substitutes for the hostile cash tender offer. These substitutes include bidding for other more vulnerable targets, coupling tender offers with proxy fights where boards are not staggered, and negotiating acceptable terms (including side payments to target managers) rather than initiating hostile cash tender offers. But the hostile cash tender offer remained as an ultimate threat. Next, shifts in relative prices of assets-from a market with what seemed in the 1980s to be relatively low stock prices to a market in the 1990s that many believe was overpriced-may have changed bidders' willingness to engage in high-cost, high-premium cash bids, and pushed many bidders toward stock exchanges and stock-for-stock mergers. This was accompanied by changes in corporate governance that reduced target management resistance to attractive bids. We hesitate to make a "market failure" argument, although we will outline it below with skepticism. We give more credence to what John Coates has called the "shadow pill" argument-that all transactions for control occur in light of the possibility that a board could swiftly adopt a rights plan, or a second or third such plan, in the face of a determined bidder. 
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A. The Substitution Argument
The advent of the poison pill and its widespread adoption did not stop all acquisition activity, even though a strong set of takeover defenses might give a target board the power to 'Just say no." Major drops in acquisition activity seem to coincide with the market fall of 1988, the credit crunch of the late 1980s and early 1990s, 5 3 and the market drop of 2001. Table 6 summarizes overall acquisition activity and tender offer activity. there were approximately 1600 adoptions, including 35% of all NYSE and AMEX firms. 58 We have previously noted that the current number is between 2600 and 3000. 5 9 While hostile tender offers dropped precipitously in 1990 and remained at levels well below the 1980s, acquisition activity was generally influenced by other factors. 60 The socalled high water mark of 1989 (at least in dollar volume) was exceeded in every year after 1994, and was more than quadrupled ten years later in 1999 .61 There appears to be little if any impact of pills on success rates in hostile bids, either: the success rate for 1984-1990 was 52.9%, while the success rate for 1991-2002 was 52.4%.62 Comment and Schwert have addressed the deterrence question more broadly, and concluded that the evidence does not support the hypothesis that the decline in takeover activity was caused by a combination of state antitakeover statutes and poison pills. 63 They note, as others have, that the negative stock price reactions to announcements of adoption of rights plans have been trivial.
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While some attribute the decline in takeover activity to the Delaware Supreme Court's decision validating pills 65 and its later decision allowing boards to 'Just say no" if they believed the company was worth more than an otherwise attractive bid, 6 6 others attribute it to an economic slowdown, the collapse of the junk bond market, and the credit crunch following the Savings & Loan crisis. 67 Table 6 clear that the decline in the total value of acquisition activity coincided with a recession in the early 1990s. Indeed, the decline in the number of deals did not occur until 1991, and was only off 18% from the 1990 high. By 1994, the number of deals had eclipsed the 1980s' best years, and the total value of deals had more than recovered by 1995. The evidence seems to strongly support the explanation that market changes explained takeover activity declines.
Georgeson's 1996 study of premia obtained with and without pills found 105 targets with a poison pill that were acquired.
6 8 Further, targets with poison pills had a larger proportion of hostile bids than those without pills. 69 Even more interesting, the presence of a poison pill did not reduce bid completion rates. 70 Table 6 shows that there were five hostile bids in 2002. We have been able to identify only four tender offers in 2002 that qualified as hostile, of which all four targets had poison pills in place. Two of the bidders acquired the targets, 71 in one case the target agreed to merge with a white knight, 72 and in the fourth the bidder and a white knight combined some of their properties with those of the target in a new entity. Corp. began a hostile tender offer for PeopleSoft Inc., which has a rights plan in place. 74 All of this suggests that rights plans are not the deal killers that commentators have thought they were. What, then, explains the reduction in cash tender offers? First, during the 1980s, when many acquisitions were apparently driven by financial restructuring motives, bidders found substitutes for any target with burdensome takeover defenses, because not all targets were so armed and cash tender offers for unprotected targets were cheaper and easier. 75 In an era of financial motivations for acquisitions, many targets possessed a sufficiently general set of attractive characteristics so that there were likely to be numerous substitutes for many bidders.
Second, where particular targets offered specific benefits, such as operating synergies, to particular bidders, tender offers coupled with proxy fights to replace boards with directors willing to redeem rights apparently offered a lower cost substitute at companies where boards were not staggered and otherwise effectively protected. 76 The power of this approach was demonstrated by the shift to dead hand poison pills as substitutes for staggered boards. Third, if many initially hostile takeover bids ultimately become negotiated transactions, the pill's added costs for bidders may simply be reflected in acquisition premiums or termination payments to target managers to obtain their consent to the transaction. 78 Evidence supports the conclusion that the presence of pills has raised takeover premiums, but we are unaware of any studies that show increased gains to managers of firms with pills. 79 Comment and Schwert have shown that in the period 1983-1990, 19.4% of firms adopting pills were put in play within one year of the adoption date-hardly a sign of powerful deterrence. 8 0 75 But see Coates, supra note 4, at 286-91 (arguing that the potential for quick adoption of a rights plan-the "shadow pill"-deters bidders as effectively as a previously adopted pill). 76 See, e.g., Bebchuk et al., supra note 2, at 914, 950 (noting that this was not a realistic option at targets that had "effective" staggered boards). 110, 117-18 (1965) (anticipating the use of "side payments" to secure the consent of incumbent managers).
79 See supra note 32 for studies showing additional takeover premia from 8% to 16% when targets have pills in place.
80 Comment & Schwert, supra note 1, at 22-23.
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B. Market Changes
Here we argue that relative prices of assets at least partly explain the reduced numbers of hostile cash tender offers during an era of expanding acquisition activity in the 1990s. We do not propose to recite the entire history of takeovers in the 1980s, when poison pills were developed. We note only that it was an era when enormous profits from takeovers-whether hostile cash bids or leveraged buyouts (LBOs)-were possible.
8 1 Gains to target shareholders provide part of the evidence of these opportunities. 8 2 The other side showed remarkable gains to early LBO buyers who identified underperforming companies, bought them and restructured them. [f]or 76 management buyouts completed in the period 1980-1986, pre-buy-out equity holders earn a median premium of 42% over the equity value two months before the buyout.") (citations omitted). [VOL. 79:1 high profits for the innovators because imitators compete these profits away in later transactions. Large profits were available for some buyers, and some of these transactions were driven by gains from improved management and financial restructuring-gains available to a wide range of potential buyers. 8 5 It is, however, indisputable that hostile tender offer activity declined after 1989. The prevalence of rights plans is suspect as an explanation when one considers that the success rate on hostile bids was at an all-time high in 1989, as shown in Table 6 . As stock market prices rose dramatically during the 1990s, cash tender offers and LBOs became a much smaller portion of the mergers and acquisition picture and were replaced by negotiated mergers. 8 6 Asset prices had risen to the point where cash purchases seemed too costly for many bidders, who may have preferred to use their own highly valued stock as the medium of exchange.
8 7 Further, the Delaware courts favored stock "mergers of equals" over alternatives by according target management greater discretion in selecting a favored partner.
8 8 Mergers are necessarily negotiated transactions where rights plans, which depend on outright ownership of target company shares by a bidder, play no role except to the extent that the redemption of rights is a condition of the agreement. Subramanian argues that negotiated transactions were facilitated in the 1990s by the widespread use of golden parachutes, and by the fact that target managers' stock options were often deep in the money and would vest on a change in control.
8 9 In some cases, mergers for synergies were risky, and buyers could share the risk with sellers by using stock rather than cash. Finally, mergers are more tax efficient for target shareholders, which may explain some of the reduction in premiums observed in the past when compared to cash tender offers. 90 As stock prices rose in the 1990s the burden of taxes on capital gains became relatively greater, making tax-free reorganizations relatively more attractive than cash bids. Some commentators have suggested that corporate governance changes have also played a role in the reduction of management's resistance to bids, and thus, the reduction in hostile tender offers.
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These changes include increases in the number and independence of outside directors.
9 2 Compensation of executives has changed over the past decade-with increasing portions of compensation composed of stock and stock options, both of which align managers' incentives with those of stockholders and tend to reduce resistance to bids. 93 With rising stock prices putting more options "in the money" and widespread use of golden parachute severance agreements, managers had increased incentives to agree to sales of their companies. None of these forces are related to the prevalence of rights plans in the 1990s.
C. The Market Failure Argument
We are loathe to make general claims of market failure in the market for corporate control. There is the possibility that no pills were swallowed because most legal advisers have regarded the rights plan as an impregnable defense when coupled with a staggered board. We have previously cited the legal literature about rights plans that generally describes them as deal killers.
9 4 There is almost no legal literature that acknowledges that rights plans are anything less.
5
While lawyers developed rights plans, and presumably those who de- 95 But see 1 FLEISCHER & SUSSMAN, supra note 27, at 5-17 ("What the pill achieves ... is a meaningful degree of economic deterrence."); Velasco, supra note 2, at 868 ("The antidote proposed in this Article would allow the acquirer to anticipate the dilution of the poison pill and account for it in the initial bid. By doing so, it would allow the acquirer to trigger the poison pill without ingesting its economic poison.").
[VOL-79:1 veloped them understand them, the lawyers appear reticent about the plans' limits-not a surprising position for those who have developed profit centers for their law firms. Whether other lawyers understand the limits of rights plans is less obvious. Indeed, the widespread acceptance of the "deal killer" story suggests that most lawyers, and perhaps especially academic lawyers who write much of the commentary, have not done the relatively simple arithmetic contained in this Article.
Whether investment bankers suffer from the same disabilities is much more problematic. The calculations necessary to determine the costs of swallowing a pill are well within the competence of every young analyst at every investment banking firm that advises bidders. But are these calculations as obvious when faced with a forty-page, single-spaced product of the best lawyers? Few documents are as impenetrable as a rights plan, with its elaborate definitions (often buried within the text) and its antidilution and antidestruction provisions, much less its extraneous matter, such as rights to purchase preferred stock that will never be exercised. Do the lawyers' onslaughts of boilerplate put off the analysts who work primarily with financial calculators? While this is a possibility, especially in the face of highly confident takeover defense lawyers who assert the invulnerability of these plans, we have difficulty making a very strong argument along these lines.
One piece of evidence of failure in the market for information about rights plans comes from the resources spent opposing them. TIAA-CREF has waged a four-year war against "dead hand" pills-pills that cannot be redeemed by a board elected through a bidder's successful proxy fight. The latest target of corporate governance activists is Aetna, and the attackers are the California Public Employees' Retirement System (CALPERS) and Providence Capital, Inc., a New York investment bank under the leadership of Herbert Denton. 9 pill. Most recently, Denton and Providence were successful in persuading the boards of Alaska Air and Great Lakes Chemical to remove their poison pills after threatening proxy fights for positions on the board. 99 Great Lakes' board succumbed only after shareholders at the 1999 and 2000 annual meetings opposed poison pills in non-binding votes. 10 0 Denton has a new and more controversial approach to the battle over pills: he has asked several fund managers to support a bylaw proposal that would bar directors from running for re-election if they refuse to remove poison pills after shareholders vote to eliminate them. 10 1 All this maneuvering is costly for both sides. Proxy battles consume considerable resources, and Denton's request for financial contributions to a proposed $1 million war chest is the best evidence of these costs.
10 2 Is it worth it? Or is this a tempest in a teapot? Do the opponents really understand the device they are criticizing? The increase in sale proceeds where targets have adopted rights plans is convincing evidence that bidders do understand them. These premia are reported to range between 8% and 16%, which is consistent with our model.
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D. The "Shadow Pill" Argument
We begin with the obvious question: if a bidder is willing to suffer the dilution costs of a single rights plan on its way to a complete acquisition, why cannot a target simply adopt a new rights plan each time one set of rights is exhausted? John Coates has called the possibility of quick adoption of a rights plan by any firm the "shadow pill." 10 4 But there are problems with Coates' analysis when it is extended to the repeated adoption of rights plans in the face of a determined bidder.
The shadow pill must be adopted with the formality of the original pill, which requires a board to consider once again any threats currently posed, most importantly the inadequacy of the bid, and perhaps to obtain a new valuation opinion from investment bankers which may in some cases require a higher valuation than the banker had previously given-an embarrassment, if not a fatal flaw, in the processes surrounding adoption. 10 5 In the meantime, a determined bidder may be in a position to engage in a "street sweep," in which it purchases a controlling interest in the target through arbitrageurs-a process that may be completed in a single day. 10 6 The likelihood that this will be feasible is increased by the bidder's strategy of announcing its intended takeover efforts before triggering the rights, in order to increase the market price and reduce the number of shares for which they are exercisable. 1 0 7 Once the bidder has gained control, Delaware law imposes strict constraints on any attempt to dilute the voting power of a new controlling shareholder. 0 8
Other problems also weaken the deterrent power of the shadow pill. Conventional preferred stock rights plans require the presence of an investment banker or other financial expert to render an opinion on the long-term value of the company-a number that will grow less credible with each increase in the takeover bid, and a number that must increase the estimate of long-term value to four or five times the present value in order to give a subsequent rights plan sufficient dilutive power. While investment bankers may earn their fees for such heroic assumptions, they add little value to the credibility of the adoption of a second or third rights plan. 1 0 9
There are serious, if not insurmountable, difficulties in defending the adoption of a second rights plan in the middle of a takeover battle. Since the Unocal decision, at least Delaware courts have engaged in heightened scrutiny of takeover defense tactics because of the "omnipresent specter that a board may be acting primarily in its own interests .... "110 The seminal Delaware decision on the legality of rights plans noted that the adoption of a plan "to ward off possible future advances and not a mechanism adopted in reaction to a specific threat" was entitled to the protection of the business judgment rule, after first applying the Unocal test." 'I The lesson of current Delaware law, from a target board's standpoint, is that adopting a rights plan before any threat appears obtains the maximum deference for the board's decision. The board, with help from its advisers, can simply imagine all the possible threats a bidder might pose, and adopt a rights plan to protect against all of them.' 1 2
With few exceptions, 113 in the 1980s courts applying the Unocal test were relatively permissive in allowing boards to decline to redeem existing rights plans, to the point that it appeared the "Nancy Reagan Defense" ('just say no") 114 was a viable option for many target boards
Boards were permitted to reject bids where they determined that the stock was undervalued by the market,' 15 and where boards determined that shareholders might misunderstand management's representations of intrinsic values and future expectations.' 1 6
The negative implication of Moran is clear. Once a bidder appears, the Delaware Chancery Court is likely to be far more skeptical about the "threats" posed by a bidder. In the past, the Chancery Court has also been more skeptical about the preclusiveness of some defenses. 1 7 Where a bid is not structurally coercive, as in the case of a two-tier bid (and today none are), the only remaining threat is "substantive coercion"-that the price is too low, and that naive shareholders will be fooled into tendering. 1 1 8 The negative implications were fully realized in Chesapeake Corp. v. Shore, where Shorewood Corporation adopted a series of takeover defenses in addition to its poison pill. 1 19 While the defenses in question, which were designed to protect a staggered board, did not involve a poison pill (which had already been adopted),120 the case emphasizes the current judicial skepticism about the need for harsh takeover defenses once a battle has begun. Vice Chancellor Strine, applying the Unocal test, held that Shorewood's board faced "only a modest threat of price inadequacy," 1 2 1 in view of the fact that 80% of its stock was held by management and institutional investors, that the stock was followed by analysts who had discussed all of Shorewood's underappreciated developments, and that Shorewood management had "strong credibility" within the investment community that allowed it to communicate anything to its stockholders. Once an initial rights plan has been put in place, objections to further rights plans based on a lack of a plausible threat may well plague many attempts to adopt subsequent rights plans, using the arguments employed by Vice Chancellor Strine in Chesapeake. 123 First, many target firms will have a majority of their stock held by sophisticated institutional investors capable of understanding the target's disclosures about its business prospects. Second, the beginning of a takeover battle will push shares formerly held by many shareholders, including less informed individuals, into the hands of risk arbitrageurs, also sophisticated investors. Third, the presence of a following by a number of analysts, who periodically report on the target, will further undermine arguments that the target's stock is undervalued and that investors don't appreciate its prospects. Fourth, at some time after the beginning of a takeover battle, some courts will conclude that target management has had ample time to inform investors or to undertake alternative strategies to enhance shareholder value. 124 Finally, because of the perception of some courts that conventional rights plans are deal killers that render a target invulnerable, a bidder's willingness to absorb the initial round of dilution might con-vince a court that a repeat performance, especially after the onset of a takeover battle, is an excessive (or preclusive) response.
One could argue that cases such as Chesapeake Corp. v. Shore, and other cases in which the Chancery Court has rejected takeover defenses under the Unocal standard, 125 are departures from the Delaware Supreme Court's more relaxed review under Unitrin v. American General Corp., 12 6 and its progeny. Unitrin appeared to review each takeover defense separately, rather than in the context of a panoply of defenses, and only frowned on those found "preclusive" or "coercive." 127 132 the Supreme Court reversed the Chancery Court and held that a deal protection device-a voting agreement with controlling shareholders approved by the target corporation-was to be scrutinized under Unocal. The device failed that scrutiny because it precluded public (minority) shareholders from voting in a meaningful manner on a merger proposal. In its analysis, the court first broadened the scope of a Unocal review to include the full range of takeover defenses in place. 133 Second, and perhaps most importantly for our analysis, the court clarified that a "preclusive or coercive" examination was not the end of Unocal scrutiny, but was to occur before the court's "focus shifts to the 'range of reasonableness' in making a proportionality determination." 134 In effect, the court may have reversed the relaxed standard of propor-tionality employed in Unitrin. This decision illustrates the difficulty in predicting the level of, as well as the result of, judicial scrutiny in the control transaction area. Corporate advisers will be hard pressed to assure target boards that they can adopt a second rights plan in the middle of a contest with any degree of confidence.
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The irony of a discussion of the feasibility of a second rights plan is that even a second rights plan adds only about 40% to the bidder's initial estimate of the cost of an acquisition, which, in the case of a seriously undervalued target, may not be enough to assure shareholders receive full value for their company.
13 6 While undervaluation by as much as 40% may seem extreme, the recent NASDAQ bubble saw such disparities in relative values of "old economy" and "new economy" companies that led, in some cases, to takeovers using overvalued stock. 136 We assume that the bidder acquires the initial 15% as before which is diluted as before. Then we assume the bidder acquires sufficient fully diluted shares to once again reach 15%, only to be diluted again, before acquiring all remaining shares in an any and all tender offer followed by a takeout merger at the same price-a 50% premium over the pre-acquisition market price (adjusted for dilution). Company dropping by more than 50% from their fifty-two week highs by early 2000.139 Borders Book Group, frustrated by its stock price (probably in comparison with money-losing Amazon.com), announced that it would consider a leveraged buyout. 1 40 Even some stocks that might well have been treated as "new economy" stocks suffered by comparison to others. In early 2000, 3Com was apparently out of favor with high tech investors because it made dowdy products such as modems, switches and basic components for computer networks. Its wholly-owned subsidiary, Palm, Inc., made Palm organizers, a more glamorous product. 3Com made an initial public offering of 4.1% of its Palm stock, which had an aggregate market value of $32 billion by March 14, 2000-greater than the market value of 3Com ($19 billion), which owned the remaining 95% of Palm's stock. 141 With this kind of market valuation, Palm could have acquired the entire U.S. airline industry for 78% of its stock (assuming no control premium). In 2000, shareholders of Digex brought a derivative action alleging that Digex's parent seized a corporate opportunity by selling itself rather than its more valuable subsidiary at a time when the market capitalization of the parent, Intermedia Communications, Inc., was $1.2 billion and the market value of its 54% interest in Digex was worth $3.3 billion. 4 2 In none of these cases would a second rights plan have raised the targets' prices high enough to deter bidders who believed the targets were undervalued.
E. The Uncertain Bidder Argument
For bidders at the margin-uncertain of success either because of doubts about whether a target is worth a substantial premium or if they are the highest valuing potential bidders, early indications of lack of success at low premium levels might lead to an unwillingness to trigger the rights plan. If a bidder were required to invest as much as 15% of the value of the target and risked losing 40% or more of that investment if it were unsuccessful, the risk may add substantially to the bidder's anticipated costs in the event of failure. 143 But we must emphasize that for determined bidders able to pay a premium of a substantial size for a target, this added cost might not be a deterrent. At of major carriers. But before Sept. 11, 2001, managers of airlines could have reasonably believed that their firms were undervalued compared to dot.com stocks.
139 Id. the very least it should not deter all bids. Further, a cautious bidder, concerned that a competing bidder might make a higher bid after the first bidder had accepted the costs of dilution, can acquire just under the triggering amount 144 and await competing bids before proceeding to accept the dilution imposed by the pill. But this only makes our initial point-that the bidder losses from triggering pills, while significant, will only deter some bidders at the margin, where their valuations of targets are on the low end of the distribution of target valuations or where the bidder lacks unique synergies with the target that would allow it to outbid potential competitors. CONCLUSION We have demonstrated that typical rights plans have modest power to deter a determined bidder willing to pay a significant premium. First, low thresholds for the exercise of rights mean that the bidder's initial investment that is subject to dilution is relatively small. Second, the relatively high exercise price, typically at 50% of market, has the effect of causing one-half of the shares subject to the rights to be issued at full market value, leaving a much smaller number of diluting shares. Third, as the target's stock price rises over time, the number of shares to be issued per right can decline and further reduce the dilutive effect of exercise if the exercise price is set at the initiation of the rights plan.
We have shown that the growth of rights plans as takeover defenses is likely not the explanation for a decline in hostile takeover bids, and that, indeed, such bids continue for companies with rights plans. The decline in the employment of hostile cash tender offers is more likely explained by other factors, such as rising stock prices during the 1990s, the greater inclination of target boards and managers to accept takeover offers, and the use of proxy fights to secure redemption of rights plans. One wonders what percentage of the pill's expected costs are represented by increased side payments to target management, in the form of agreements to pay out golden parachutes without contest, or consulting arrangements.
One legal question remains. If current rights plans are as mild as we suggest, what effect does this conclusion have on judicial attitudes about duties of boards to redeem rights which were formerly thought to be preclusive of bids?
144 Or under 9.9%, to avoid exposure to short-swing trading liability under 15 U.S.C. § 78p(a) (2000).
